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September 29, 2004

Mr. Tom Theroult, CEO

Minnewaska Regiond Hedth Sysems
610 West Sixth Street

PO Box 160

Starbuck, Minnesota 56381

Dear Mr. Theroult:

The State Auditor's Office has been asked to review various aspects of the Western Pope
County Hospital Didrict (Hospitd Didrict). The State Auditor's Office serves the
Minnesota taxpayers by helping to ensure financid integrity, accountability, and cost
effectiveness of Minnesota's local government entities.  In response to various concerns
brought to the attention of this office, we have looked at the following matters.

The dtate of the Hospitd Didrict’sfinancid statements;
The purchasing policy of CEQO;

The Hospitd Didtrict’s dondtion to a charity;

The Hogpitd Didrict’s hiring of an interim CEO,;
Payments made to aformer CEO;

The CFO'srole at board meetings,

The Hospitd Didrict hiring an outside attorney;

The Hospital Didtrict’s hiring of consultants;

The role of the Hospital Digtrict’s comptroller;

The CEO creating positions,

The formation of anonprofit corporation to run the hospitd;
Contracts made with board members;

Contract made with spouse of a board member.

The State Auditor’ s Office has reviewed these concerns and its conclusions are contained
in this | etter.
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Background

It is the underganding of the State Auditor's Office that the Western Pope Hospital
Didrict is comprised of the cities of Starbuck, Cyrus, and Lowry, and the townships of
Barsness, Ben Wade, Blue Mounds, Hoff, Langhei, Minnewaska, New Prairie, Nora,
Rolling Forks, Walden, and White Bear Lake! The “hospitd district [is] governed by a
hospital board composed of one member dected from each city and town in the didrict
and one member dected at large.”

The Hospitd Didrict is funded through patient revenue, invetment income,
contributions, and tax revenue2 In the fiscd year ending June 30, 2003, the Hospita
District collected $308,496 in tax revenue.*

The Hogpital Didrict operates Minnewaska Didtrict Hospital located in Starbuck
Minnesota. The Minnewaska Didrict Hospita provides a full range of in-patient services
and a wide aray of outpatient procedures to thousands of patients each year, including
24-hour emergency care”> The Hospital is attached to the Minnewaska Medicd Clinic,
which was acquired by the Hospital District in January 2003.2

The Hospita Didtrict owns and operates a 50% interest in Holly Ridge Manor, a
retirement community attached to the Hospitd. The Hospital Didrict board gppoints
members to a committee that oversees Holly Ridge Manor. Minnewaska Lutheran
Home, a nursng home run by a private entity, owns the other 50% interest in Holly
Ridge Manor.

The Hospitd Didrict is dso organized into a Building and Grounds committee and an
Executive committee.  These committees oversee various aspects of running the Hospitd
Didrict. The committees report to the board as a whole. Recently, the Executive
committee was appointed to the Pope County Hedth Care Planning Commission.” The
Commission was formed from both the Minnewaska Regiond Hedth Systenf of the
Western Pope County Hospitd Didrict and the Glaciad Ridge Hedth Sysem of the
Eastern Pope County Hospital Digtrict’ The budget for the newly formed commission

1 See Certificate as to Corporate Organization, Pope County Hospital District, November 19, 1973. It
appears that Minnewaska Township was not listed on the Certificate as to Corporate Organization, which
formed the Hosptia District. However, the town has passed a resolution to join the Hospital District. See
Town of Minnewaska Resolution, June 28, 1973.

2 Minn. Stat. § 471.32 subd. 1 (2002).

3 See Western Pope County Hospital District Combined Financial Statements June 30, 2003 and 2002.

* See Western Pope County Hospital District Combined Financial Statements June 30, 2003 and 2002.
http://www.starbuckmn.org/minnewaskahospital .htm.

http://www.starbuckmn.org/starbuckclinic.htm.

Minutes of special board meeting of the Minnewaska Regional Health System, May 17, 2004.

Minnewaska Regional Health System is the name the Western Pope County Hospital District has given to
its health care system.

® Minutes of special board meeting of the Minnewaska Regional Health System, May 17, 2004.

5
6
7
8
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was set at $50,000 to be split between the wo Hospita Districts'® The purpose of the
Commission wasto:

Develop a hedth care ddivery modd which utilizes the assets in both didrict to
better serve dl resdents in Pope County, and which is unified, efficient,
improved, and sustainable.

Recommend a governance system for the unified system.

Evauate the financiad reimbursement implications of a combined system.*

The commission is comprised of the executive committees of each hospitd didrict, one
board appointed physcian form each medicd gaff, and the mayors of Starbuck and of
Glenwood.  This committee is currently examining the posshility of combining the
Starbuck hospital, maintained by the Western Pope County Hospital Didrict, with the
Glenwood hospita, which is run by the Eastern Pope County Hospitd Didrict. Our
review was limited to the Western Pope County Hospitd Didtrict.

Minnesota Statute grants hospital  didtricts the powers reasonably necessary  and
convenient to operate its hedth care rdlated functions® Hospita districts are granted

Specific powersto:

Employ nurang, adminigrative, and other personnel, legd counsd, engineers,
architects, accountants, and other qudified person, who may be pad for ther
mices;l?:

Have reports, plans, studies, and recommendations prepared;**

Lease, purchase, and contract for the purchase of real and persona property;*®
Adopt, by resolution, rules for the operation and adminigtration of the hospita
and nurdng home facllities under its control, and for the admisson of
patimts;lG

Levy taxes;!’

Borrow money and issue bonds;*®

Sl or lesse itsfadilities or equipment asit finds expedient;'®

10" Minutes of special board meeting of the Minnewaska Regional Health System, May 17, 2004.

1 Minutes of special board meeting of the Minnewaska Regional Health System, May 17, 2004.

12 Minn. Stat. § 447.33 subd. 1 (2002) (“Each hospital district created or reorganized under sections 447.31
to 447.37 has the powers necessary and convenient to acquire, improve, and run the hospital, nursing home
facilities, and facilities described in section 447.45, subdivision 2, paragraph (b), as the hospital board finds
expedient. The list of powers in this section does not restrict the power of the board. It may take any
action reasonably necessary or convenient to further the purpose for which the district exists which is not
otherwise prohibited by law”).

13 Minn. Stat. § 447.33 subd. 2 (1) (2002).

14 Minn. Stat. § 447.33 subd. 2 (2) (2002).

15 Minn. Stat. § 447.33 subd. 2 (3) (2002).

6 Minn. Stat. § 447.33 subd. 2 (5) (2002).

1 Minn. Stat. § 447.33 subd. 2 (7) (2002).

18 Minn. Stat. § 447.33 subd. 2 (8) (2002).
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Have its accounts, books, vouchers and funds audited by competent public
accountants.*°

In addition to these powers, a hospital digtrict that owns or operates a hospitd has,
“rdative to the delivery of hedth care services, . . . in addition to any authority vested by
law, the authority and legd capacity of a nonprofit corporation . . .”?! This grant of
authority specificdly includes the gbility to:

Enter shared service and other cooperative ventures;®2

Join or sponsor membership in organizations intended to benefit the hospitd or
hospitdlsin generd;

Enter partnerships;®*

Incorporate other corporations;*

Have members of its governing authority or its officers or adminigtrators serve
as directors, officers, or employees of the ventures, associaions, or
corporations;*®

Own shares of stock in business corporations;’

Offer, directly or indirectly, products and services of the hospitd, organization,
association, partnership, or corporation to the genera public;?®

Expend funds, including public funds in any form, or devote the resources of
the hospital or hospital didtrict to recruit or retain physicians whose services are
necessary or desrable for meeting the hedth care needs of the population, and
for successful performance of the hospitad or hospitd digtrict's public purpose of
the promotion of health.®

The powers of a nonprofit corporation aso include the ahility to:

Make donations for religious, scientific, educational, or charitable purposes, and
for other purposes . . . that further the corporation’ s interest;

Egtablish committees of the board of directors, eect or gppoint persons to the
committees, and define their duties® and

19
20
21
22
23
24
25
26
27
28
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30
31

Minn. Stat. § 447.33 subd. 2 (10) (2002).
Minn. Stat. § 447.33 subd. 2 (11) (2002).
Minn. Stat. § 144.581 subd. 1 (2002).

Minn. Stat. § 144.581 subd. 1 (a) (2002).
Minn. Stat. § 144.581 subd. 1 (b) (2002).
Minn. Stat. § 144.581 subd. 1 (c) (2002).
Minn. Stat. § 144.581 subd. 1 (d) (2002).
Minn. Stat. § 144.581 subd. 1 (€) (2002).
Minn. Stat. § 144.581 subd. 1 (f) (2002).
Minn. Stat. § 144.581 subd. 1 (g) (2002).
Minn. Stat. § 144.581 subd. 1 (h) (2002).
Minn. Stat. § 317A.161 subd. 11 (2002).
Minn. Stat. § 317A.161 subd. 17 (2002).
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Elect or gppoint officers, employees, and agents of the corporation, and define
their duties®?

Despite this broad range of authority, hospitd district boards are ill governed by the
Minnesota Data Practices Act, and the Minnesota Open Mesting Laws.>®

Review of Financial Statements

Based on concerns regarding the financid integrity of the Hospital Didrict, our office has
reviewed the Hospitd Didrict's two-year audit for the years ended June 30, 2002 and
2003. Eide Bailly, LLP of Fargo North Dakota performed the audit. In our review, we
looked a whether the statements warranted obvious attention in the area of the Hospitd
Didrict being an “ongoing concern,” or whether the statements had obvious errors and/or
omissions that would prove them worthless.

We noticed that the Hospitd Didtrict’s expenses increased from $3,237,497 in 2002 to
$4,329,003 in 2003. Hospita Didtrict’s operating revenue increased from $3,240,733 to
$3,714,002 over the same time. In addition to its operating revenue, the Hospitd Didtrict
collected $370,753 in nonoperating revenue in the fisca year ending June 30, 2002.
Included in the nonoperating revenue for that year was $307,335 in tax revenue. In fisca
year ending June 30, 2003, the Hospital Didtrict had $421,559 in nonoperating revenue,
including $308,496 in tax revenue.

The Hospita Didtrict had an operating loss of $615,001 in fiscd year ending June 30,
2003. When the Hospitd Didtrict's nonoperating income is factored in, it lost $193,442
in that year. Depite the Hospita Didtrict’s loss in fiscd year ending 2003, it ill had a
baance of $3,480,527 at the end of the year.

For the year ending June 30, 2003, the increase in revenue was smdler than the increase
in expenses.  If this trend continues for the years to come, it will be darming. Because
the Hogpital Didrict had just purchased a clinic and was in the process of reorganizing,
variances were to be expected when comparing the two years under this audit. The
Hogpitd Didtrict should closely monitor its financid Stuation in the upcoming years.

Purchasing and Purchase Order Policy

This office dso receved concerns that the Hospitd Didrict dlows its chief executive
officer (CEO) to spend up to $25,000 without board approval. Minnesota Statute alows
the Hospital Digtrict to take any action reasonably necessary or convenient to further its
purpose**  The board dso has the authority to appoint officer, employees, and agents,

32 Minn. Stat. § 317A.161 subd. 18 (2002).
33 Minn. Stat. § 144.581 subd. 4 (2002).
34 Minn. Stat. § 447.33 subd. 1 (2002).
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and define their duties®  This would indude dlowing the CEO to spend public funds
without board approval.

Although the Hospital Didrict has the power to give its CEO the authority to spend
public funds without board approva, the Hospital Didrict board should approve such a
policy by resolution. The Hospitd Didrict was unable to provide our office with any
minutes gpproving the CEO's spending authority. The Hospital Didrict informed this
office that there was a letter of understanding with the CEO explaining the CEO's duties,
but the letter has been misplaced. The Hospitd Didrict board should determine what
authority it wantsto give its CEO and gpprove the authority at a board meeting.

Both counties and cities are authorized to delegate authority to pay clams by dSatute.
Minn. Stat 88 375.18 subd. 1b and 412.271 subd 8. With this statutory authorization to
delegate clams, there is dso the legiddive requirement that each public entity “shal
have interna accounting and adminigrative control procedures to insure proper
disbursement of public funds” Though not legdly required of the Hospitd didtrict, we
recommend that any deegation of authority to pay dams be accompanied with internd
and adminigrative controls commensurate with the delegation. These controls and
procedures should be in place when the delegation of the authority is made. We further
recommend that from time to time, the Hospita Didrict specificaly request its annud
auditor to perform a review of internal controls and management practices concerning the
delegation of payment authority. We request that the Hospita Didtrict provide the State
Auditor's Office with policies and procedures relating to the CEO's spending authority
when they are formaly adopted.

Donation to Charity

Concerns were dso brought to our office regarding a $1,000 donation made in April 2004
by the Hospitd Didtrict to the Pope County Relay for Life planning committee. It is our
understanding that the Relay for Life is a fundraiser to fight cancer. The Hospitd Didtrict
informed this office that the decison to donate money to Relay for Life was not approved
by the board. The donation was made by the Hospitd’s CEO.>® The board did approve
the payment a its next meeting. The Hospital Didrict informed the State Auditor’'s
Office that the donation was consdered an advertisng and marketing expense.

Generdly, locd units of government may only spend funds for a public purpose. It has
been the opinion of the State Auditor's Office that funds donated to private nonprofit
corporations without a return benefit are not spent for a public purpose. If the purpose of
the donaion truly was for the advertisng and marketing of the locd hospitd, the
donation could be viewed to have a public purpose, as the Hospitd Didrict would have
received a benefit.

35 Minn. Stat. § 317A.161 subd. 18 (2002).
38 As stated above, the Hospital District should clearly define the CEO’s spending authority to allow him
to make expenditures without board approval.
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Advertisng expenses should be made in a busness like manner. The Hospitd Didrict
should have a gpecific god for its advetisng and have a determination of how
expenditure will meet that god. In the future, the Hospitd Didrict board should make
cler the purpose of any smilar donations. The Hospitd Didrict should dso have an
explanation of how a donation will advance its purpose of advertisng. Such actions will
help ensure that public funds are being spent for a public purpose.

Additiondly, a hospitd digtrict has more authority than other units of loca government.
The legidature has provided that a hospitd didtrict that operates a hospitd “shdl, reative
to the ddivery of hedth care sarvices, have . . . the authority and legd capecity of a
nonprofit corporation.®”  Nonprofit corporations are entitted to make donations for
religious, scientific, educationd, or charitable purposes, and for other purposes consstent
with law, that further the corporate interest.3®

If the donation to the Relay for Life was “rdative to the deivery of hedth care services”

it appears to have been an dlowable expenditure. However, because the board did not

express what the purpose of the donation was, this office cannot determine that a
donation to a private nonprofit corporation was “relaive to the ddivery of hedth care
savices”  The State Auditor's Office recommends that in the future the Hospitd Didrict
andyze any donationsto charity and clearly define what their purpose.

Interim CEO

Concerns were expressed to the State Auditor’s Office that the Hospitd Digtrict hired an
interim CEO with unspecified duties. It is our understanding that on August 22, 2001 the
Hospital District accepted the resignation of its CEO Roxann WAIman.*® Ms Welman's
resignation was effective December 31, 2001.%° At that mesting, the board passed a
motion authorizing the Hospitd Didrict’'s Executive Committee to take charge of seeking
interim  transitiond  consultant  assisgance*  Ms. Wellman presented  information
regarding interim assstance and informed the board of a proposd submitted by Interim
Leadership, Inc.** On August 28, 2001 the Hospitd District Executive Committee met
and approved the hiring of Mr. Paul Anderson of Interim Leadership through December
31, 2001.** The Hospital District board approved the contract on September 26, 20014

37 Minn. Stat. § 144.581 subd. 1 (2004).

38 Minn. Stat. § 317A.161 subd. 11 (2002).

39 Board Minutes Pope County Hospital District, August 22, 2001.

40 Board Minutes Pope County Hospital District, August 22, 2001.

“1 Board Minutes Pope County Hospital District, August 22, 2001.

“2 Board Minutes Pope County Hospital District, August 22, 2001.

43 Minutes of the MDH Executive Committee Meeting, August 28, 2001.
44 Board Minutes, Pope County Hospital District, September 26, 2001.
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Mr. Paul Anderson was the interim CEO for three months starting September 26, 2001.%°
The owner of Interim Leadership, Mr. Tom Evans, sepped in as the interim CEO until
April 7, 2003.

We have reviewed the Hospita Didtrict’s contract with Interim Leadership. The contract
provided for a payment of $500 per day. It appears that the contract adequately stated
Interim Leadership’s role with the Hospitd Didrict.  Under the contract, the interim CEO
was to:

Asss the Hospitd Didtrict board with Strategic plan devel opment;

Provide interim hospitd adminigtration, which preserves cgpitd and maintains
recent levels of fiscd performance;

Operate in accordance with current capital and operating budgets,

Improve communication verticaly and horizontaly with the hospitd,;

Assg the board in developing the criteria for a permanent chief executive and
provide strong support in the recruiting process,

Develop the agenda with the chairperson’s assstance, for al board mesetings.

A hospita district has authority to hire consultants to perform such services*® It appears
that the decison to hire Interim Leadership was agreed upon by the board to fill its
perceived need to move forward after the resignation of its CEO. The contract appeared
to adequatdly Sate the duties of Interim Leadership and the time frame that it was to be
completed. Therefore, the decison to hire the interim CEO was within the authority of
the Hospital Didtrict

Although the Hospitd Didtrict properly entered into the contract with Interim Leadership,
it appears tha the contract was modified without further action. The contract with
Interim Leadership estimated that the work would be completed by December 2001. It is
our understanding that the contract was in effect until April 2003. The contract only
contained a fee structure for Paul Anderson. However, after December 2001 Mr. Evans
assumed the duties. The contract with Interim Leadership did not contain any language
automaticaly extending the terms, nor did it contan language explaining how personnd
would be subdtituted. It is our understanding that the contract with Interim Leadership
was not changed to reflect the change in length or change in personnd.

The Stae Auditor's Office recommends that in the future, if the terms of consultant
contracts need to be changed or extended, such changes be put into writing and, where
appropriate, approved by the board.

45 September 26, 2001 Interim Leadership contract.

46 See Minn. Stat. § 447.33 subd. 2 (2002), “every district, acting through its hospital board, may: (1)
employ nursing, administrative, and other personnel, legal counsel, engineers, architects, accountants, and
other qualified persons, who may be paid for their services by monthly salaries, hourly wages, and pension
benefits, or by any feesagreedon . . ..”
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Payment to former CEO

The State Auditor's Office dso received concerns that a former CEO of the Hospitd
Didrict was on the active payroll at full sdary but was not present & board meetings.
The Hospitd Didrict informed the State Auditor's Office that Ms. Roxann Welman was
a former CEO who darted with the Hospitd Didtrict in 1989. It is the understanding of
the State Auditor’'s Office that she left the Hospita Didrict in December of 2001. The
Hospitd Didrict entered into a termination agreement with Ms. Wdlman. The Hospitd
District board approved the termination agreement in September 2001.4" The termination
agreement cdled for the Hospitd Didrict to pay Ms. Welman 12 months of regular
sday and bendfits*® In exchange for the 12 months full sdary and benefits Ms.
Welman released the Hospitd District from dl dams and causes of action”®  The
termination agreement gppears to have protected the Hospitd Didrict from any future
litigation that may have resulted from ending Ms Wedlman's employment with the
Hospitd Didrict.

The termination agreement was within the authority of the Hospitd Didrict.  The
Hospital District has the power to hire personnd.*® The Hospita District dso has the
powers necessary and convenient to run its facilities as the board finds expedient.:
These powers include terminating an employee and entering into a contract to protect the
Hospitd Didrict from future litigation. Because Ms. Wdlman was no longer employed
with the Hospitd Didrict and was only recelving sdary and bendfits under a mutudly
agreed upon termination agreement, we know of no reason why she be required to attend
the board meetings.

CFO Excluson From board M eetings

The State Auditor's Office also recelved concerns that the Hospitd Didrict's Chief
Financiad Officer (CFO) has been excluded from board meetings. It is the understanding
of this office that the CFO was told that she does not have to attend the meetings. The
CFO informed the State Auditor's Office that she had no issue with the decison. While
the absence of the CFO does not appear to violate Minnesota Statute, the State Auditor’s
Office recommends that the CFO attend meetings if the board is discussing the finances
of running the Hospital Didrict, or any agenda item that may affect the finances of the
Hospitd Didrict.

Hiring an Outside Attor ney

“"" Board Minutes Pope County Hospital District, September 26, 2001.

8 Termination Agreement between Roxann Wellman and Pope County Hospital District, September 1,
2001 at 2.

49 Termination Agreement between Roxann Wellman and Pope County Hospital District, September 1,
2001 at 1.

%0 Minn. Stat. § 447.33 subd. 2 (1) (2002).

1 Minn. Stat. § 447.33 subd. 1 (2002).
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Concerns were aso brought to the State Auditor’s Office that the Hospital District hired
an dtorney to reorganize its operations. The State Auditor’s Office was informed that the
Hospitd Didrict hired Mr. John Diehl of Larkin, Hoffman, Day, Lindgren, Ltd. (Larkin
Hoffman), as an attorney to help with the purchase and set up of a clinic. In addition, Mr.
Diehl was working on the hiring and employment contracts for saff of the dlinic.

The Hogpitd Didrict has hired the same firm to look into the legad issues of the
Minnewaska Hospitd in Starbuck potentidly merging with the Glacid Ridge Hospitd in
Glenwood. For this project a joint board comprised of members of the Western Pope
County Hospitd Digtrict and the Eastern Pope County Hospital Digtrict formed to review
the possible merger.

The committee requested proposds from numerous law firms to provide legd andyss
for the project.>® A hospitd district has the authority to hire outside contractors for work
it deems necessary.>® A hospitd digtrict dso has the powers “necessary and convenient”
to run a hospitad.®* The joint board hired Larkin Hoffman to provide legd andysis®®
Larkin Hoffman gave the lowest bid of the five firms that submitted proposals.>®

The joint board was not required to take the lowest bid presented to it for lega services.
The joint board was not even required to take bids at dl for legal services. Minnesota's
competitive bidding law is limited to "agreements] entered into by a municipdity for the
sde or purchase of supplies, materids, equipment or the renta thereof, or the
congtruction, dteration, repar or maintenance of rea or persona property.®’ Legd
sarvices do not fal under this requirement and are not required to be bid.

It gppears that the joint board could have contracted with Larkin Hoffman solely on their
expertise in the area. It is our underdanding that Larkin Hoffman has worked with the
Hospitd Didrict in the pas. The prior working reaionship with the Hospital Didtrict
could have given Lakin Hoffman a better understanding of the exising procedures,
prectices, personnd, and problems with Hospitd Didrict, which other firms would not
have. The prior relationship could be a factor to consder when making contracts for
lega services.

The hiring of Larkin Hoffman appears appropriate for reorganizing the Hospitd Didrict.
The joint board was not required to obtain bids in hiring a lw firm to advise them on the
reorganization, but the joint board appears to have taken the financidly prudent action in
seeking proposds from severd different law firms. By seeking proposds from severd

2. A Hospital District is not required to take bids for a professional services contract, such as a contract for
legal services. However, the State Auditor’s Office encourages to the Hospital District to continue taking
bids on all future professional services contract to ensureit is paying afair rate for the services.

53 Minn. Stat. § 447.33 subd. 2 (2002).

> Minn. Stat. § 447.33 subd. 1 (2002).

> See June 9, 2004 Minutes of the Health Care Planning Commission.

%8 Two of the proposals did not give arange of possible costs. Instead they would charge an hourly rate.
57 Minn. Stat. § 471.345 subd. 2 (2002).
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law firms, the joint board was able to look at both the experience and expertise of the
different law firms as wel as cost. The joint board's action, dthough not required,
appears to have been a prudent decision by the joint board for the project.

Hiring Consultants

The State Auditor's Office dso received concerns that the Hospita Didrict hired an
auditor/management consultant firm in an undefined role. It is the underganding of the
State Auditor's Office that the Hospita Didrict has hired Eide Bailly, LLP (Eide Bailly)
for three separate projects over the past few years. Fird, the Hospita Didtrict hired Eide
Bally to prepare its yearly audit. Second, the Hospitd Didrict hired Eide Bailly to
review the financid doatements of a dinic the Hospitd Didrict was conddering
purchasng and to integrate the dinic with the Hospitd Didrict. Findly, the joint board
hired Eide Ballly to review the financid implications of merging the hospitd in Starbuck
with the hospita in Glenwood.

In June 27, 2000, Eide Bailly was hired to perform the Hospitd’s Didrict’s financid
audit, to prepare its Medicare datements of reimbursable costs, to prepare Federa
Exempt organization returns, and to prepare Minnesota charitable organization annud
reports.®® The agreement covered the years ending June 30, 2000, 2001, and 2002.>° On
Augugt 15, 2003, the Hospitd Didrict extended its agreement with Eide Ballly to cover
the years ended June 30, 2003, 2004, and 2005.%°

Both agreements were accepted by the acting CEO at the time®* As stated above, it
appears that the Hospital Digtrict authorized its CEO to enter contracts less than  $25,000
without board gpprovad. Both audit agreements with Eide Ba’llby were for more than
$25,000 when dl three years worth of fees are added together.®> However, he audit
agreements were less than $25,000 in any given year.%®

As daed above, the Hospital Didrict should clearly define what authority it intends to
give its CEO. Such a grant of authority should specify if the $25,000 is the limit for a
partticular year, or over the life of a contract. The Hospitd Didrict may want to review
its contracts where it will be obligated to pay wel over $25,000 over the life of the
contract, even if no individua year is over $25,000.

8 Western Pope County Hospital District contract with Eide Bailly dated June 30, 2000.

%9 Western Pope County Hospital District contract with Eide Bailly dated June 30, 2000.

€0 Western Pope County Hospital District contract with Eide Bailly dated August 21, 2003.

1 See Western Pope County Hospital District contract with Eide Bailly dated June 30, 2000 at p. 4, and
Western Pope County Hospital District contract with Eide Bailly dated August 21, 2003 at p. 5.

62 See Western Pope County Hospital District contract with Eide Bailly dated June 30, 2000 at p. 3 (The
total fees were $11,400 in 2000, $12,020 in 2001, and $12,650 in 2002, for a tota of $36,070), and See
Western Pope County Hospital District contract with Eide Bailly dated August 21, 2003 at p. 3 (The total
fees in the 2003 contract were $14,800 in 2003, $15,510 in 2004, and $16,270 in D05 for a total of
$46,580).

& 1d.



Mr. Tom Theroult
September 29, 2004

Page 12

The Hospitd Didrict has adso informed us that Eide Bally was hired to peform a
financid anadyds of the dinic the Hospitd Didrict had acquired, and to integrate the
dinic's finances with the Hospita Didrict. It is our understanding that the Hospita
Didgrict pad Eide Bally over $74,000 for this integration. The Hospitd Didrict
informed this office that it did not have a written contract or an engagement letter for the
cinic andysswork.

While we undersand why the Hospitd Didrict would want Eide Bailly, who performs
the Hospital Didrict’'s yearly audit, to perform the integration work, we suggest that the
Hospital Didrict have a written agreement or letter of understanding for such sarvices. A
written agreement dlows the Hospitd Didrict to define what services a contractor is to
peform. A written agreement would dso protect the Hospitd Didrict from being over
charged for sarvicess The State Auditor recommends that in the future the Hospita
Didrict have a written document acknowledging new services its contractors are to

perform.

Findly, Eide Bally was hired to do a financad andyss of combining Minnewaska
Hospitd with Glacid Ridge Hospitd. The joint committee in charge of the posshble
merger chose Eide Bailly out of three proposds it received.®* Eide Bailly was the least
expense of the three bids received by the joint committee.®®

Agan, smilar to the hiring of Larkin Hoffman by the joint board, there is no requirement
for financia anayss services to be bid. However, the joint board took the financidly
prudent action and requested proposals from numerous firms. This dlowed the joint
board to compare both the expertise of the firm aong with the cost. The State Auditor's
Office encourages the joint board and the Hospitd Didtrict to continue the practice of
requesting proposals for professona services.

Comptroller as Treasurer

The State Auditor’s Office dso received questions regarding whether it is a good practice
for the Hospitd Didrict's comptroller to be appointed as treasurer. It appears the
Hospitdl District’s bylaws and Minn. Stat. § 447.32°° dlow the board to gppoint the
comptroller as treasurer.

In the Hospitdl Didrict’s past financid reviews, it has been noted that due to the limited
number of daff in the accounting and business office, certain functions are not segregated
which normdly would enhance interna controls.  While the State Auditor's Office does

64 See June 9, 2004 Minutes of the Health Care Planning Commission.

85 See Pope County Health Care Commission contractor submission chart.

8 «[The board] shall also select a clerk and treasurer who may be members of the board or others. The
chair, clerk, and treasurer shall hold office at the pleasure of the board, subject to the terms of any contract
of employment that the board may enter into with the clerk or treasurer.
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not view these two offices as incompatible given the limited saff of the Hospitd Didtrict,
we encourage Hospita Didtrict to kegp in mind that the board treasurer is serving a dud
role and that internd controls should be in place to prevent possble conflicts  Such
internd controls would include continuing to have the monthly expenditures reviewed
and approved by the board.

CEO Creating Podtions

The State Auditor’'s Office also received concerns that the board has alowed the CEO to
cregte various pogtions within the Hospitd Didrict and that postions were filled without
advertisng them. Under the Hospitd Didrict's bylaws the adminigraior has the
responsibility to “sdect, employ, control and discharge employees™’  The hospitd
adminigtrator also has the authority to “perform . . . duties that may be in the best interest
of the hospitd.”®® It is the understanding of the State Auditor's Office that the Hospitdl
Didrict's CEO isits adminigrator.

It appears that the Hospital Didtrict’s board of directors has given the CEO the power to
hire and creste posdtions under its by-laws. Hospita didricts have the authority hire
employess as they see fit®® Generdly, a CEO is hired for his or her experience and
expatise in running a hedth care sysem, incduding creating postions and hiring
employess. The board has the discretion to hire a trained professond to make the
hospitad more efficient and effective. The board dso has the discretion to dlow the CEO
to fill pogtions in the manner the CEO sees fit.  This could include cregting and filling
positions without generd advertisements for candidates.

The State Auditor’s Office recognizes that the Hospital Didtrict needs to recruit and have
competent and qudified employees to meets in operationd needs. The State Auditor's
Office reminds the Hospita Didrict that al postions should be crested and filled in a
manner that protects the Hospitd Didrict from cdams of unfar hiring practices.  This
would incdude dearly defining the requirements of the pogtion, advertisng the postion,
and congdering quaified candidates.

Formation of Nonpr ofit Cor por ation

The State Auditor's Office has received concerns that the Hospital Didtrict is consdering
forming a nonprofit corporation to run the hospital as part of a reorganization effort. It is
the undersanding of the State Auditor's Office that as a result of the nonprofit

67 By-Laws of Western Pope county Hospital District, Dba Minnewaska District Hospital, Article IX, Sec.
2 (H).

8 By-Laws of Western Pope county Hospital District, Dba Minnewaska District Hospital, Article IX, Sec.
2(N).

69" See Minn. Stat. § 447.33 subd. 1 (2002)( Specifically, every district, acting through its hospital board,
may: (1) employ nursing, administrative, and other personnel, . . ., and other qualified persons, who may be
paid for their services by monthly salaries, hourly wages, and pension benefits, or by any fees agreed on . .

M.
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corpordtion, the current board's responsbilities would be limited and may only meet
once ayedr.

A hospital district has the authority to create a nonprofit corporation to run its facilities.”
However, it appears that the Hospita Didrict board may ill be required to meet once a
month.  Minnesota dtatute requires, “[rlegular meetings of the hospital board must be
held at least once a month. A hospital board which no longer operates a district hospital
shell meet annudly . . .”™" If the Hospitd Disrict still operates the district hospitd, it
appears that it would be required to meet once amonth.

There is a growing trend across the State of public hospitas being run by privae
enterprises.  Glencoe area hedth center, the Luverne public hospitd, Waconia-Ridgeview
medicd center, and the Kanabec hospitd have al recently sarted being run by private
corporations.’?

This office reminds the Hospitd Didrict tha adthough it may decide to dlow a nonprofit
corporation to run its hospitd, the Hospitd Didrict Hill acquires public funds.  Any
reorganization of the Hospita Didrict should ensure accountsbility of the taxpayers
dollars and that public funds are spent for public purposes.

Contract with Board M ember

It is dso the underdanding of the State Auditor's Office that the Hospitd Didrict has
contracted with Mr. Jeff Kuhn, a board member, to provide legd services. The
agreement provides that Mr. Kuhn's law firm will “provide advice on miscelaneous legd
matters and generd advice on dl other hospitd matters as requested by the hospitd
CEO.” The Hogpitd Didrict is charged $150 per month for this servicee The State
Auditor’s Office has received concerns that this contract may have created a conflict of
interest between Mr. Kuhn and the Hospital Didtrict.

It gppears that board members of a hospital digtrict that run a hospita have two different
conflict of interest dandards to keep in mind. As an dected officid, it appears that a
board member must comply with the public officd conflict of interet Statutes”™ In
addition, because a Hospitd Didtrict that operates a hospita has the same powers as a
nonprofit corporation, a hospitd board member may be bound by the nonprofit
corporation conflict on interest statute.’®  In this case, neither statute has been complied
with by the digrict or the public officid.

0 See Minn. Stat. § 144.581 subd. 1 (d) (2002).

1 Minn. Stat. § 447.32 subd. 5 (2002).

2 See Minn. Stat. § 353F.02 subd. 4 (2003)(listing public medical facilities that were privatized and
consequently are excluded from retirement coverage by the public employees retirement association).

3 See Minn. Stat. § 471.88-471.89 (2002).

" See Minn. Stat. §§ 144.581 subd. 1, and 317A.255 subd. 1(b) (2002).
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Public Officia Conflict of Interest

Minnesota Statute provides that “a public officer who is authorized to take part in any
maenner in making any . . . contract in officdad cgpadty shdl not voluntarily have a
persond financid interest in that . . . contract or persondly bendfit financidly there
from.””® However, a board member may contract with a hospita district if the contract
does not require bids and is unanimously approved by the board.”® To ensure that a
contract between a hospita district and a board member is not void, the board must
“authorize the contract in advance of its performance by adopting a resolution setting out
the essentiad facts and determining that the contract price is as low as or lower than the
price & which the commodity or services could be obtained dsewhere”’’ Before any
claim on such acontract is paid, the board member must file an affidavit Sating:

The name of the officer and the office held by the officer;

An itemization of the commodity or services furnished:;

The contract price;

The reasonable value,

The interest of the officer in the contract; and

That to the best d the officer's knowledge and belief the contract price
is as low as or lower than, the price & which the commodity or
services could be obtained from other sources.”

The Hospital Digrict has informed the State Auditor's Office that the board did not
unanimoudy pass a resolution approving the contract with Mr. Kuhn.  Also, there is no
record of an affidavit being filed by Mr. Kuhn with the necessary declarations. Because
these stegs were not taken, the contract between Mr. Kuhn and the Hospital District may
be void.”

The State Auditor's Office recommends that the Hospital Digtrict board pass a resolution
goproving the contract with Mr. Kuhn. This office dso recommends that Mr. Kuhn file
the necessary affidavit before any future clams are pad to him. The State Auditor's
Office requests to be notified when these actions are taken.®°

S Minn. Stat. § 471.87 (2002). The Minnesota Attorney General has given a very broad definition to
“making” acontract under Minn. Stat. § 471.87. See Op. Atty. Gen. 90E-6 (June 15, 1988).
% See Minn. Stat. § 471.89 (2002)(“ The governing body of any . . . hospital district, . . . by unanimous
vote, may contract for goods or services with an interested officer of the governmental unit in any of the
following cases.. .. A contract for which competitive bids are not required by law*).
" Minn. Stat. § 471.89 subd. 2 (2002).
8 Minn. Stat. § 47189 subd.3 (2002).
® The State Auditor’s Office recognizes that the board has unanimously approved the payments of the
contract. However, approval of payments does not appear to satisfy the requirement for a resolution
ag)provi ng the contract under the statute.

It has also come to the attention of this office that a board member may have been employed as a
custodian with the Hospital District. Such an arrangement would create similar conflict of interest issues.
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Nonprofit Conflict of Interest

The Hospitd Didrict has the ability to act as a nonprofit corporation. As such, it may
aso have to comply with the conflict of interest laws for a nonprofit corporation.

Under Minnesota law, a Hospital Digtrict that owns or operates a hospitd has, rlative to
the delivery of hedlth care services the same powers as a nonprofit corporation.® The
conflict of interest satutes are different for a nonprofit corporation than a municipdity.

A contract between a board member and a board is acceptable if:

The contract was far and reasonable as to the corporation when it was
authorized approved, or ratified.

The materid facts as to the contract and the director's interest are fully
disclosed or known to the members of the board and the contract or
transaction is gpproved in good faith by two-thirds of the member entitled to
vote.

The material facts as to the contract and the director's interest are fully
disclosed or known to the board or a committee, and the board or committee
authorities, gpproves, or ratifies the contract in good faith by a mgority of
the board or committee.®?

It is the understanding of the State Auditor’s Office that the board did not approve the
contract between Mr. Kuhn and the Hospitd Didrict. The Hospita Didrict clams that
al the board members knew &bout the contract and the board members approved
payments to Mr. Kuhn each month.

The Hogspitd Didrict board should formaly approve the contract with Mr. Kuhn in order
to comply with the nonprofit corporation conflict of interest law. The State Auditor's
Office was unable to determine exactly what work Mr. Kuhn peformed under the
contract.  In the future, we recommend that the Hogpital Didrict request monthly
accountings from Mr. Kuhn detailing what work he performed under the contract. Such
an accounting will dlow the board to determine if the contract is fair and reasonable.  An
accounting will dso dlow the public to understand why Mr. Kuhn is recaving these
payments from the Hospital Didtrict.

Hiring Spouse of Board M ember

If such an arrangement still exists, the proper resolutions should be passed and affidavits filed pursuant to
Minn. Stat. 88 471.87- 471.89.

81 See Minn. Stat. § 144.581 subd. 1 (2002).

82 Minn. Stat. § 317A.255 subd. 1(b) (2002).



Mr. Tom Theroult
September 29, 2004

Page 17

The State Auditor’'s Office was dso informed that the board hired the wife of one of its
members as an architect for remodding work. It is the underdanding of the State
Auditor's Office that the board member’'s wife was hired from a local architecture firm.
This transaction may also raise conflict of interest concerns,

Public Officia Conflict of Interest

A conflict of interest in this ingance follows the same andyss as daed aove. The
Hospitd Didrict Board should have determined if the board member in question had a
persond financid interest in the contract. Whether the board member had a “financid
interes” in a contract with his spouse, is a question of fact that the board should have
determined before proceeding with the contract. It is the underganding of the State
Auditor’s Office that no such determination was formaly made by the board

A contract for architectura services is a professond services contract that is not required
to be bid. However, to ensure that a contract between a hospital district and a board
member is not void if the board member has a financid interest, the board must
“authorize the contract in advance of its performance by adopting a resolution setting out
the essentiad facts and determining that the contract price is as low as or lower than the
price a which the commodity or services could be obtained dsewhere™®® Before any
clam on such a contract is pad, the board member must file an affidavit setting forth the
declarations spelled out above.

It is the understanding of the State Auditor’'s Office that the board agreed that the board
member in question should not vote on questions regarding this contract. This action,
however, cannot replace the necessary steps required by statute.  The Minnesota Attorney
Gengd’s Office has opined the conflict of interest law goplies to any public officid
“who is authorized to take part in any manne” in the making of the contract®* Smply
abstaining from voting on the contract will not alow the contract to be made®

The fact that the board member in question abstained from voting on the issue gppears to
show that the board had some concern with the board member’s interest in the contract.

The best practice for the board would have been to formaly recognize the board
member's interest in the contract and have the board member file the appropriate
affidavit with the Hospita Didrict.

Nonprofit Corporation Conflict of Interest

As discussed above, hospita didrict is entitted to the same authority as a nonprofit
corporation in the ddivery of hedth care services® A conflict of interest arises if there

8 Minn. Stat. § 471.89 subd. 2 (2002).

84 A.G. Op. 90-E-5 (Nov. 13, 1969).

8 A.G. Op. 90e-6 (June 15, 1988).

8 See Minn. Stat. § 144.581 subd. 1 (2002).
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is a contract between the hospital didtrict and a spouse of a director and the director or his
spouse has a “maerid financid interest” in the contract®” In the case of the Hospitd
Digtrict, the board member’s spouse worked for a company that was hired to do work at
the Hospitd Didrict. Whether being an employee of a company that contracts with the
hospita didrict isa“materid financia interest” is a determination for the board.

If the board member or his spouse had a “materid financid interest” in the contract, there
is sill no conflict of interest if the board is made fully aware of the interest®® Based on
the April 30, 2003 meeting minutes, it gppears that the board was aware that the board
member’s spouse was working on the Hospital Digtrict project. The board agreed that the
board member in question would recuse himsdf from voting on any proposd in which
his spouse had an interest. The board agreed with the board member’s recusad. Because
it appears the board was made aware of the board member’s nterest in the contract and
ill approved the contract, there does not appear to be a conflict of interest under the
nonprofit corporation statute.

87 See Minn. Stat. § 317A.255 subd. 1 (2002).
8 Minn. Stat. § 317A.255 subd. 1 (b)(2) (2002).
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Conclusion

The State Auditor’s Office thanks the Hospitd Didrict for its assgtance in our review.
The Hogpitd Didrict should aways remember that it is a locd government unit that
receives and controls public funds. As such, the Hospitd Didrict should take steps to
ensure that its decison making process and its decisons are clear to the public. The
Hospitd Didrict should dso follow datutory procedures to prevent accusations of
conflicts of interes and misdeding. The State Auditor's Office believes that when a
loca government unit is open in its decison making process the concerns of citizens can
be addressed at the initia phase of the process. An open decison making process may
result in a better understanding of the gods of the governing board and the impact of
potentia decison on the citizens before the find decision is made.

A hospital didrict is granted broad discretion in determining how to spend its resources.

The god of the Hospitd Didtrict should be to provide the most cost effective hedth care
sarvices to its area. The Hospita Digtrict should also attempt to operate its fadilities with
a minimum dependence on taxpayers funds. However, the andyss should focus on the
present Studtion and the long-term viability and feashility of providing hedth care
servicesto the area.

It is the underdanding of this office that the Hospitd Didrict is andyzing the fesshility
of combining its hospita in Starbuck with the hospitd in Glenwood. In andyzing this
potentiad merger, the Hospitd Didrict should continue to focus on providing the most
cost effective way to provide quality hedth care services to the area.  Ultimately, this is
the Hospitd Didrict’'s decison to make based upon what it believes is best for its
citizens

Findly, the Sate Auditor's Office recognizes that running hedth care fadlities is
becoming increesingly complex. The State Auditor's Office encourages the Hospitd
Didrict to continue to look to experts in the fidd when making decisons on how to run
its hedth care facilities.

If you have any questions regarding this letter, fed free to contact me at 651-297-8290 or
Deputy State Auditor/General Counsel CarlaHeyl at 651-297-3673.

Sincerdly,

Kyle R. Hartnett, Attorney
State Auditor's Office
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Cc:

Mr. Warren Baukol, Board Member
Western Pope County Hospital Didtrict

Mr. John Dahlseng, Board Member
Western Pope County Hospital Didtrict

Ms. Courtney Engebretson, Board
Member
Western Pope County Hospital Didtrict

Ms. Marce Forbord, Board Member
Western Pope County Hospital Didtrict

Mr. Curtis Gunva son, Board Member
Western Pope County Hospitd Didtrict

Mr. Randy Hagen, Board Member
Western Pope County Hospital Didtrict

Mr. Gerald Holten, Board Member
Western Pope County Hospital Didtrict

Ms. Carol Kobberman, Board Member
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Ms. Julie Koubsky, Board Member
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Mr. Jeff Kuhn, Board Member
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Mr. Steven Nelson, Board Member
Western Pope County Hospital District

Mr. Robert Ranum, Board Member
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Mr. Mark Thompson, Board Member
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Mr. Carlton Wrolson, Board Member
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Mr. Bruce Harvey, Comptroller
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Ms. Nancy Pederson, CFO
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Mr. John Diehl, Attorney
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Mr. Craig G. Swanson, Partner
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